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The Competitive Edge: Impact of Taxes on a North American
Free Trade Area
by Robert Brown*
When Henry King invited me, almost a year ago, to participate in this
conference, I was of course flattered and pleased to have the opportu-
nity of discussing the intriguing topic of the effects of Canadian and U.S.
tax legislation on a North American free trade area. While I still remain
flattered by Henry's request, my pleasure evaporated rapidly as the
United States enacted a major overhaul of its tax legislation, completely
changing all the rules of the game, and Canada proposed to do much the
same. It is now therefore a much more difficult task to attempt to assess
the implications of the extraordinarily complex and fast changing tax
systems of Canada and the United States on a proposed, but far from
achieved, North American free trade area.
Most of my audience is, I am sure to their pleasure, not engaged in
dealing with tax issues on a full time basis, and accordingly I am ap-
proaching my topic by providing at the outset some background on the
recent United States and current Canadian tax reform proposals. I then
propose to venture into dangerously uncharted waters, by both giving
some evaluation of the direction of the past United States changes, and
both past and probable future changes in Canada, and by commenting on
some of the key issues in the influence of taxation on a possible free trade
area.
At the outset, however, I would like to make it clear that given the
scope, complexity and fast changing nature of the subject, what I cannot
do is to provide any simple answer to Professor King's question as to
how tax considerations will affect the flow of goods, services and technol-
ogy between Canada and the United States under a free trade
arrangement.
BACKGROUND IN CANADA AND IN THE UNITED STATES
Tax reform used to be a topic that was much as Mark Twain said
about the weather: everybody talks about it but nobody does anything
about it. But last year in the United States, and this year in Canada, very
serious efforts were and are being made to "reform" the gargantuan fed-
eral tax structures of our two countries. The tax changes that have al-
ready been enacted in the United States, and will likely be brought
* Vice Chairman, Price Waterhouse, Canada.
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forward for debate before the end of this year in Canada, will have a
profound effect on everyone in North America, and will deeply influence
business investment decisions, the efficiency and competitiveness of our
two economies, and the functioning of any future North American free
trade zone. It is therefore important at the outset to recognize why tax
reform became such an issue in both the United States and in Canada: to
understand the objectives that we are seeking to achieve in these tax
changes, and to appreciate how our revised tax systems are likely to in-
fluence- for better and for worse-economic activity in North America.
TRENDS IN APPROACH TO TAXATION
First of all, let us step back and look to see whether, in a global
perspective, we can identify some current trends in taxation. We first
have to recognize that many of the existing tax systems around the world
were put together in the heady days following World War II. Through
the booming 50s and 60s, it seemed that our economies were going to go
on growing forever and that, in North America at least, the main
problems were going to be how to redistribute our increasing wealth and
what to do with our leisure time. Now, 20 years later, we have lost some
of the innocence of those early days as sky high inflation, rock bottom
recession, and roller coaster economic and political trends have provided
us with a different appreciation of our basic economic problems.
In Canada, in the United States, in Europe and elsewhere, we also
seem to have lost, over the intervening period, a little bit of our faith in
the ability of our governments-of whatever political stripe-to solve
each and every one of our economic problems by direct intervention. In
the past, there was a widespread, if naive, belief that new government
programs could deal with social injustice, some regional and even inter-
national disparities, force rapid economic growth, and generally fix
whatever it was that was ailing in our economies. But around the world,
we now look out over a wasteland of economic fine tuning and govern-
ment intervention; littered with such stellar examples from Canada as the
Glace Bay heavy water plant, the Come by Chance oil refinery, the Mais-
lin bailout, and misbegotten tax subsidies such as our infamous recent
scientific research tax credits. In the United States we have the farm
price support program which bids fair to impoverished taxpayers and the
farmers simultaneously, a pork barrel full of ill-justified, federally fi-
nanced construction projects, a social security system that is out of con-
trol, and a tax system that one recent U.S. President called a disgrace to
the human race. In North America, and around the world, the continu-
ous flow of money down the insatiable drain of misguided government
incentives, industry bailouts, social bribery, and tax boondoggles may
have convinced at least a few of us that the appropriate role of govern-
ment in direct intervention in detailed economic decisions, whether
300 Vol. 12:299 1987
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through the tax system or otherwise, is perhaps more limited than we
had once thought.
A further and related trend might also be noted, even though it is
difficult to identify in isolation from other issues. The cost of govern-
ment, and the total burden of taxation, has increased dramatically in
most developed countries over the last 30 or 40 years. There is now some
evidence that the level of spending and taxation has stopped increasing in
some countries- and is even declining in a few. But the heavy burden of
taxation that we face in North America, and in other industrialized
countries, is leading to increased demands that this burden be shared
equitably, and that all should pay their fair share. There is of course no
easy agreement on what this fair share might be. But there is now an
increasing onus on the part of those who seek to defend or establish spe-
cial tax incentives or other treatment to justify such provisions as being
in the national interest. There is also an increasing skepticism of the
fairness-and effectiveness---of tax complexities, incentives, and special
rules which allow some individuals and corporations with evident tax
bearing capacity to avoid significant tax burdens.
In the 20 years since the glorious 60s, there have been some shifts in
our understanding of taxation theory. There has been a gradual trend in
some countries towards accepting the merits of a greater reliance on con-
sumption taxes, rather than on income taxes. The Meade Commission
report in the United Kingdom,1 the Treasury Department's "Blueprint
for Tax Reform" in the United States,' the Macdonald Commission re-
port in Canada3 and other important studies all have advocated, in vari-
ous ways, that tax burdens should be shifted from income to
consumption. To oversimplify it, the proponents of consumption taxa-
tion argue that more of the tax burden should be based on what people
take out of society, in the sense of what they consume, and less on what
they contribute, which might be measured in part by their income. In
economic terms, income taxation drives a wedge between savings and
consumption and distorts economic choice away from investment in
favor of current spending, since both the income out of which savings are
made, and the return from those savings, are taxed.
There has also been a shift in our appreciation of the costs of income
redistribution. At one time, it was thought that the economic costs of
such equalization were relatively modest. More recent studies have indi-
cated, however, that the cost of taking an additional dollar from one per-
son through the tax system and redistributing it to another person
I THE INSTITUTE FOR FISCAL STUDIES, THE STRUCTURE AND REFORM OF DIRECT TAXA-
TION (1978).
2 U.S. TREASURY, BLUEPRINTS FOR BASIC TAX REFORM, (1977) (Available from the Govern-
ment Printing Office).
3 REPORT OF THE ROYAL COMMISSION ON ECONOMIC UNION AND DEVELOPMENT PROS-
PECTS FOR CANADA (1985) (This report is known as the Macdonald Commission Report and is
available from Supply and Services, Canada).
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through the social welfare system could range from $1.50 to $3.50. Of
course, the high cost of income redistribution does not mean that we
should ignore the less advantaged members of our society, but it is im-
portant that we pay greater attention to the full cost of social welfare
measures.4 The other side of the coin has been the increasing recognition
of the negative economic effects of high marginal tax rates, particularly
where such rates have been less than fully effective because of avoidance
and evasion on the one hand, and proliferating tax incentives on the
other.5
As a result of these shifts in viewpoint, there has been a trend in tax
policy discussions towards a new emphasis in favor of measures that pro-
vide broad support for the growth and competitiveness of the domestic
economy. The Macdonald Report in Canada pointed this out specifically
when it said:
The tax system is one of the most important determinants of economic
growth over the longer term. When the Royal Commission on Taxa-
tion (the Carter Commission) reported in 1966, one of the foremost
goals of policy analysis was the establishment of a tax system that was
equitable in its treatment of different groups. While equity remains an
important goal, tax specialists now stress the need for a system that is
calculated to encourage economic efficiency. 6
TAX REFORM AND THE INTERNATIONAL DIMENSION
Now, my audience is probably all too well aware that major changes
have or are about to occur in our tax laws here in North America. But
perhaps few appreciate that these tax changes are only a reflection of a
wave of tax policy developments sweeping the world. While the process
naturally differs from country to country, it is possible to pick out some
common threads of tax rationalization, including a new emphasis on sub-
stantial lower personal and corporate income tax rates; a greater impor-
tance placed on consumption tax in some but not all countries; a
reduction in government fine tuning manipulation of economic effort
through tax incentives; and overall a much larger role for economic effi-
ciency and competitiveness in the goals of tax policy.
Let us turn briefly to just a few examples from abroad. The United
Kingdom made a partial start at overhauling its tax system in 1984 when
it cut its corporate tax rate to 35% but at the expense of doing away with
an extraordinarily generous list of business tax incentives. Even before
4 See, e.g., ECONOMIC COUNCIL OF CANADA, ROAD MAP FOR TAX REFORM (1987).
5 See generally Browning, The Marginal Cost of Public Funds, 84 J. POLITICAL ECONOMY 283
(1976); Shoven, Applied General - Equilibrum Tax Modeling, [1983 30 INTERNATIONAL MONE-
TARY FUND STAFF PAPERS 394-420; Browning & Johnson, The Trade-off Between Equality and
Efficiency, 92 J. POLITICAL ECONOMY 175 (1984). For a Swedish estimate, see Hansson, Marginal
Cost of Public Funds for Different Tax Instruments and Government Expenditures, 86, No. 2 SCAN-
DINAVIAN J. ECONOMICS 115 (1984).
6 MACDONALD COMMISSION REPORT, supra note 3, at vol. 2, p. 206.
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this, the United Kingdom had cut its sky high personal tax rates by
doubling its value-added-tax.
In Australia, Bob Hawke's Labour Government got a bit of a
bloody nose during its 1985 tax reform efforts, but it still managed to
come out with significantly lower personal tax rates, some cutback in
general incentives, and the equivalent of 100% dividend tax credit on
dividends from Australian shares.
In New Zealand, another Labour Government has just implemented
an even more radical reform, including sharply lower personal tax rates,
a cutback in business incentives, and the introduction of a 10% value-
added-tax on virtually all goods and services including food.
In France and West Germany, personal and corporate rates have
been cut with more reductions to follow, and in Japan the government is
considering-with great difficulty-a reform of the Japanese tax system
that would involve shifting part of the tax burden from income taxes to
consumption taxes through a new value-added-tax.
Earlier, the spread of the value-added system throughout the Euro-
pean Economic Community, and then in many other countries of the
world, was motivated in part by a desire to achieve a more competitive
tax system, one that would remove domestic commodity taxes from the
cost of exported goods. The heavy reliance by the EEC countries on
value-added taxation is clearly one of the reasons why such countries
have been successful in maintaining their competitive edge.
From these examples, one can discern a common effort to move
away from the empty rhetoric of instant income redistribution, economic
fine tuning, and bandaid solutions towards a more fundamental reform in
tax policy. The ultimate objective in each case is to make the tax system
less a drag on the economy and to provide a new emphasis on lower tax
rates, broad rather than narrow incentives, and above all, economic effi-
ciency and international competitiveness. The belief has been that the
level playing field, rather than government intervention, is what will best
assist such competitiveness and efficiency.
Now the idea of emphasizing competitive influences and economic
efficiencies in tax systems is of course not an easy one to implement, and
it is hardly surprising that politicians in different countries have viewed
the objective differently and that the implementation has frequently
fallen far short of the theoretical ideal. But one should never underesti-
mate the power of ideas. The fact that the world is becoming more and
more a global village, with a burgeoning trade in goods and especially in
services and technology, means that both the rewards for achieving com-
petitiveness, and the punishment for failing to attain that goal, are more
immediate and more significant. The global economy forces us, in each
national economy, to examine factors in taxation, as well as in other ar-
eas of government intervention and regulation, that hold back the attain-
ment of that efficiency.
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UNITED STATES TAX REFORM
On a global basis, the most important tax development in recent
years is the tax reform bill signed by President Reagan on October 22,
1986.' This U.S. reform package involved a spectacular cut in tax rates:
it reduces the top federal personal tax rate to 28% from 50% and cuts
corporate rates to 34% from 46%, with these changes to be fully effec-
tive in 1988. The reform effort is proported to be revenue neutral, and it
therefore includes an equally spectacular broadening of the U.S. tax base
with special deductions, accelerated depreciation, investment tax credits,
tax shelter claims, and many other incentives or special treatments being
massacred to make up for the lower rates. What the new rules really
represent is an unprecedented redistribution of tax burdens, with large
numbers of both winners and losers.
As most members of this audience are all too well aware, the U.S.
tax changes are complex in the extreme and it will take some time before
their ultimate effect can be established. But no matter how the U.S.
changes are analyzed, they represent an immediate challenge to Canada.
This challenge comes about because of the close competition between the
Canadian and U.S. economies and the high visibility in Canada of the
sharply lower U.S. rates, and not from any perfection in the U.S. rules.
In fact, from a Canadian perspective, the U.S. tax changes contain seri-
ous flaws.
The U.S. reform does little toward balancing the serious federal deficit,
and indeed it may even make it worse because a lot of the tax changes are
"front end loaded" and their long term effect may be to raise less revenue
than the old system. (There is a clear relationship between the present
massive U.S. federal government deficit, and the gargantuan trade deficit
of the United States, financed largely by incoming foreign investment.)
The U.S. system is technically unsound because it has a corporate tax
rate that is now above the top personal rate. Further, the United States,
unlike Canada, has no provision for the integration of personal and cor-
porate taxes. The result is a very substantial tax penalty on income
earned by, and flowing through, corporations, particularly when com-
bined with the full taxation of capital gains: the effective overall tax on
distributed corporate income is certainly well above 60%, and sometimes
substantially above that figure.
The U.S. tax reforms bring the most grief to capital intensive indus-
tries, and these include the sectors now experiencing some very difficult
times in remaining competitive.
The U.S. changes shift the U.S. tax system to an even heavier reliance
on a "pure" income tax, with a total rejection of general consumption or
sales taxes at the federal level.
The fact that the U.S. tax package is hard to analyze is amply illus-
trated by the fact that in the United States, the changes are frequently
7 Tax Reform Act of 1986, P.L. 99-514, (Now the Internal Revenue Code (I.R.C.) of 1986).
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described as devastating to American industry because of their elimina-
tion of incentives to capital investment, with the consequent decline in
American competitiveness. On the other hand, observers abroad tend to
think that the sharply lower personal and corporate tax rates have made
the United States so much more competitive that dramatic action abroad
is required to redress the balance. It may be that the changes are in fact
so complex that both points of view can be right simultaneously.
From the viewpoint of a foreign observer, the U.S. tax changes, re-
gardless of their ultimate merits, were not as well designed to improve
U.S. competitiveness as they could have been. By the continued heavy
reliance only on income taxes, instead of a combination of income and
consumption taxes, and by reducing the incentives for savings and invest-
ment, the United States has adopted policies that will not serve its do-
mestic industry as well as might otherwise be the case. (Glenn White
will provide a more detailed commentary on this during his remarks.)
But when all is said and done, the new U.S. changes are notable for
one clear achievement-the introduction of a more neutral, and therefore
potentially more efficient tax system, with dramatically lower rates. In
the long term, it may be this more neutral system and lower rates could
give a powerful push to incentive and effort in the United States.
The U.S. reforms are, therefore, far from a perfect model for Canada
to follow. But Canada has to recognize both the direct and psychological
importance of these dramatically lower U.S. tax rates in fashioning its
own tax policies.
WHAT DO THE U.S. CHANGES MEAN FOR CANADA?
For better or worse, these new U.S. tax changes have therefore
forced Canada to speed up its review of its tax system, and to jerk its
sleeping tax reform process into high gear. (A cynic might observe that
we Canadians always have a habit of copying new policy developments in
the United States, but only after that country has first demonstrated that
they don't work.) Canada and the United States have a larger volume of
cross border trade than any other two countries in the world, and have
massive investments in each other's economies. Accordingly, Canadians
are reacting to the U.S. changes in much the same way that a mouse in
bed with an elephant has to be fleet of foot when the elephant turns over
during the night.
There are three major reasons for Canada to be concerned with the
recent U.S. changes. First, the whole package of U.S. tax changes is
likely to put foreign income at some disadvantage to domestic profits for
U.S. multinationals. Glenn White will be dealing with this in more detail
in his paper, but the basic reason is that the lower corporate tax rates in
the United States will make it more difficult for U.S. parent companies to
get full credit for the foreign income taxes paid on the profits of their
subsidiaries abroad. The complex changes in the U.S. foreign tax credit
7
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rules and the new "super royalty" provisions will make it tougher for
U.S. companies to get credit for their foreign taxes, and therefore some-
what more reluctant to invest in Canada and other foreign countries.
Second, the Canadian economy is dominated by multinational-na-
tional corporations-both Canadian and American. The lower corporate
tax rates in the United States will encourage these companies to shift
deductions to Canada, where they will be worth more against the higher
Canadian rates, and to move income to the less heavily taxed United
States. (There are a number of perfectly proper ways in which such
shifts should be accomplished, of which the most obvious is the payments
of large dividends from Canadian subsidiaries to U.S. parent companies,
forcing the subsidiary to borrow funds in Canada and transferring inter-
est expense from the United States to Canada.) Accordingly, unless the
rate differential between Canada and the United States is closed, the per-
fectly legal reaction of the corporate sector could lead to an erosion of
the Canadian tax base.
Third, the existing large differentials between Canadian and U.S. tax
rates at both the personal and corporate levels could induce a shift of
investment and employment from Canada to the United States. At the
moment, if Canada does not reform its tax system, we will be faced in
1988 with a top personal combined federal and provincial tax rate in
Canada of 55% or more, some twenty percentage points higher than the
roughly 35% to 38%, or so, of federal and net state rates prevailing in
the United States. On the corporate side, combined federal and state
corporate rates in the United States will likely be down to about 38% or
39% by 1988 while Canadian general corporate rates will still be hover-
ing around 50%. (Canada does have lower corporate rates on manufac-
turing and processing profits, and provincial income taxes on business
income in the province of Quebec are much lower than in other
provinces.)
The general conclusion by Canadians, and by the Canadian govern-
ment, is that rate differentials of this size would be large enough to lead
to the movement of some appreciable investment capital, as well as a
modest number of entrepreneurs and highly skilled individuals, from
Canada and would result in serious damage to our economy. 8
WHAT DIRECTION WILL CANADIAN TAX REFORM TAKE?
Finance Minister Wilson will not be releasing his paper on Canadian
tax reform before late May at the earliest, but the main directions of the
Canadian changes are reasonably clear. Based on the "Guidelines for
Tax Reform in Canada" issued by the Department of Finance last Octo-
ber, and on more recent information, the Canadian package of tax
changes will likely include the following:
8 Canadian Tax Foundation, Fiscal Figures, 1987 CAN. TAX. J..
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- Canada will propose a major cut in both personal and corporate
tax rates, with efforts being made to reduce the top combined and fed-
eral personal tax rate to somewhere between 40% and 45%, and the
top combined federal and provincial corporate rate to perhaps in the
neighborhood of 40%. (These are average rates, and there will still be
considerable inter-provincial variation, just as total effective tax rates
vary between states in the United States.)
- With respect to the personal tax system, there will be far fewer
rate brackets, a flattening of the marginal rates, and the replacement of
some of our present exemptions and deductions by tax credits targeted
for low income Canadians.
- There will be a substantial broadening of both the personal and
corporate tax base, with the elimination of tax shelter deductions, and
many of our present business and other tax incentives.
- On a longer term basis, there will be propoials for a reform com-
modity tax structure in Canada, based on a business transfer tax that
will resemble the European style value added tax.
Canadian industry, of course, had already lost two of its cherished
tax incentives, the investment tax credit, which is being phased out
through 1988, and the inventory allowance, which was abolished in 1986.
The major Canadian tax proposals that will impact business will likely
center on a revision of our capital cost allowance or tax depreciation
system, with probable slow downs in the rate at which assets can be de-
preciated for tax purposes. This, from a business viewpoint, is likely to
be the central issue in the Canadian tax reform process, since generous
write off rates have been a central feature of the Canadian tax system for
many years and have contributed substantially to its international com-
petitiveness. As illustrated in the appendix, the initial suggestions for
write off rates on manufacturing equipment would leave Canada with a
tax depreciation system in this area that would be less favorable than the
relatively tight fisted U.S. reform rules.
Other possible Canadian tax changes that could impact our compet-
itiveness will likely include measures designed to extract more income
tax from sectors of the economy that have low current effective rates,
such as real estate, financial institutions, and possibly certain parts of the
resource industries. Even though corporate rates will be reduced, the
corporate sector as a whole is likely to be called upon to pay moderately
more tax than at present. The increase is likely to be front-end loaded,
with the increased tax burden being more onerous in a transitional period
than ultimately.
One of the most obvious negative features in terms of competitive-
ness in the present Canadian system is our federal sales tax, last structur-
ally revised in 1926. It is a model of everything that a tax should not be
since it imposes heavier burdens on domestic producers than on import-
ers, increases costs for Canadian industry in both world markets and in
the domestic economy, and distorts final demand and reduces market
efficiencies. The tax has only one virtue, although that is a compelling
9
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political one: since it is collected at the manufacturer to wholesaler level,
it is virtually invisible to the public which means in political, but not
economic terms, it is a costless tax. To replace this tax with a type of
efficient value-added-tax that is prevalent in Europe would involve a ma-
jor political trauma in Canada. It would force an additional one million
Canadian business to collect taxes, would raise the cost of living, would
impose taxes on such politically sensitive items as food and children's
clothing, and would enrage the labor movement. (In fact, the regressive
features of the tax could easily be overcome by reliance on targeted in-
come tax credits.)
But if Canadians could make a shift from our present inefficient fed-
eral sales tax to a new value-added-tax, and the provinces would make
similar revisions in their retail sales tax programs, it could in one fell
swoop reduce the costs of Canadian exports by between one to two per-
centage points, and in addition make Canadian goods much more com-
petitive in Canadian markets against imports, again with a shift in
relative price advantage of perhaps two percentage points.
WHAT WILL THE CANADIAN TAX CHANGES MEAN FOR
COMPETITIVENESS?
As no one yet knows what the Canadian tax changes will be, it is
hard to predict how they will impact our competitiveness in a North
American or global viewpoint. It seems certain however that the Cana-
dian tax reform package, like that in the United States, will have an ad-
verse effect on certain capital intensive industries which now benefit the
most from investment tax incentives, and on business investment in gen-
eral. The Canadian tax changes are unlikely however to be any worse in
this area than the recent U.S. changes, and may in fact be far less sweep-
ing in scope and less adverse in total. Particularly, if Canada manages to
retain the lower rate of Canadian tax on profits derived from manufac-
turing and processing, it is possible that Canadian industry will come out
a bit better from the process than it has in the United States.
However, Canadian individuals are not likely to be able to achieve
personal tax rates that are as low as those in the United States, and they
will also have to face the trauma that Americans will still be able to write
off mortgage interest and taxes on up to two homes, as well as other
deductions not claimable in Canada. Furthermore, Canadians will also
have to accept that they will keep on paying a higher level of commodity
taxes, than in the United States. Indeed, if Mr. Wilson does succeed in
getting his business transfer tax adopted-and the betting is that it won't
be implemented before the next general election- Canadians can find
that there will be a general federal tax of between 6% and 7% on virtu-
ally all goods and services in Canada, including food.
The adoption of such a tax could, in itself, increase the cost of living
in Canada by one or two percentage points. But the adoption of some
Vol. 12:299 1987
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reformed and expanded sales tax system, with a broader base, is an essen-
tial feature of the Canadian reform process if we are to have sufficient
revenues to buy down our personal and corporate rates.
OVERALL COMPETITIVENESS
From the viewpoint of overall competitiveness, Canadians are now,
and will inevitably in the future, have larger tax bills in the aggregate
than the Americans. Tax revenue, including social security taxes, came
to 33.7% of GDP in Canada in 1984, as contrasted to 29.0% in the
United States and 27.4% in Japan, our next most important trading part-
ners. Canadians pay larger taxes essentially because we devote a larger
portion of our national income to government services, including Can-
ada's vaunted social security safety net. the inevitable result is that
Canadians will continue to pay more in taxes than their counterparts in
the United States. And even though Canada has and will continue to
have important federal commodity taxes, we will have some difficulty,
even with base broadening, getting our income tax rates as low as in the
United States. (We don't have as many boondoggles and special incen-
tives to get rid of in our tax system as the United States did.)
There have been a number of studies of the influence of the tax sys-
tem on the relative competitiveness of the Canadian and U.S. economies
in the past, none of them totally satisfactory. They have tended to show
that, at the corporate level, the two tax systems were probably roughly
comparable, although due to the complexities of the system, particular
industries could have been more favored along one side of the border
than the other.
The most significant of such comparative tax studies was carried out
by the Conference Board in Canada, in its studies on The Competitive-
ness of Canada's Corporate Tax Structure:9 my own firm assisted the
Conference Board in its detailed review of the comparison of the total tax
burden on five Canadian industries- petro-chemicals, forest products,
steel, machinery, and telecommunications equipment-in relation to the
tax burden faced by the major competitors abroad. The major findings of
the studies include:
- The Canadian tax system, before recent changes, was relatively
competitive from a tax viewpoint in all the major industries surveyed.
- In comparison with the United States, Canada in general turned
out to be fairly well off, with Canadian industry having in most cases a
slight tax edge on its American competition.
- The only situations where Canadian industry was much behind
the competition from a tax viewpoint was in relation to some of the
developing countries-Taiwan, Brazil, and so on.
- The Canadian tax system tended to provide front-end incentives
9 CONFERENCE BOARD OF CANADA, THE COMPETITIVENESS OF CANADA: CORPORATE TAX
STRUCTURE (1987).
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that is, tax breaks that were received near the time when the enterprise
spent money on new investment. The Canadian incentives therefore
reduced the risk of that investment, but were most effective only in
those situations where the business had other income against which to
apply the front-end deductions and credits.
- The U.S. tax system-again, pre-TRA of 86-was generally not
much less favorable than Canada, although Canada came out particu-
larly well in the telecommunications area. Further, due to export tax
incentives, the U.S. tax system was particularly effective in export
situations.
In any event, such comparative studies are now largely obsolete due
to the huge changes made in the U.S. system, and the past and pending
Canadian revisions. Of course, these studies have confirmed what is
likely to continue for the future-that Canadians in the aggregate face a
heavier tax burden than do Americans, simply because Canadians tend
to spend a higher proportion of their national income on government
services. But this in itself does not necessarily make Canada less compet-
itive, in relation to the United States, if Canadians are willing to accept
the direct trade off of real wages and incomes in exchange for additional
government services and a broader social welfare net. It is only when a
country makes the foolish mistake of trying to get the world to pay for its
social security and other government spending by loading tax costs into
exports and on to the cost of its own goods and services in its domestic
markets, that its competitiveness is harmed.
Of course, Canada has on occasion done precisely that. Canadian
industry faces a very heavy array of other taxes-taxes other than corpo-
rate income taxes-that are likely higher than in the United States and
certainly higher than those in many European countries and in Japan. It
is perhaps more these other taxes--corporate capital taxes, differential
real estate taxes, and federal and provincial sales taxes on business in-
puts-than our corporate income taxes that have worked to make Cana-
dian industry less competitive than it would otherwise be.
And this leads us to one of the clear dangers in the Canadian reform
process; one which the Americans in my audience will recognize all too
well. There is a temptation in the reform of any country's tax system to
shift taxes to the business sector in order to permit lower personal tax
rates. The United States may well regret the fact that it has shifted $120
billion in taxes from individuals to corporations over the next 5 years,
but a corresponding relative shift in Canada would be even more devas-
tating. Canadian industries tend to be capital intensive with high cost,
and we have an economy more prone to boom and bust cycles than the
United States because of our still heavy reliance on primary resources.
Getting much more blood out of the Canadian corporate stone would be
more painful-and more damaging-in Canada than it has been in the
United States.
Now Canadians of course have a habit of believing in the free lunch,
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Santa Claus, and the Tooth Fairy when it comes to tax policy. In order
to make any meaningful progress in improving our tax system, Canadi-
ans and Canadian politicians will still have to recognize that we must be
prepared to pay for the level of government services that we consume
and, ultimately, this burden must rest, as recognized in the Carter report,
on individual Canadians.
WHERE Do WE Go FROM HERE?
It would be a bold man indeed who attempted to summarize all of
these influences in terms of their effect on a possible free trade arrange-
ment between our two countries. However, as a Canadian I hope that I
will not be thought too chauvinistic if I predict that the likely trend of
tax developments in Canada will keep Canada at least as competitive, vis-
i-vis the United States, after all the dust settles. Even though we will
continue to have a heavier tax burden in Canada, Canadians just may be
able to arrange it-from a competitiveness viewpoint-a bit more effec-
tively than has taken place in the United States. A large and increased
proportion of our total taxes could come from a reformed consumption
tax system, which would bear on individual Canadians but not reduce
incentives for saving nor effect our export competitiveness. Further, the
Canadian tax system will continue to contain important incentives for
savings, first of all through more generous allowances for tax deductible
savings for retirement, and secondly through some modest direct invest-
ment incentives. For example, Canada is likely to keep its present level
of incentives for research and development, which are more generous
than those in the United States: we may also retain a lower rate of corpo-
rate tax on manufacturing profits, again essentially for competitive rea-
sons. And above all, Canada will also retain its favored treatment of
dividend income from Canadian sources, reducing the double taxation of
corporate profits and improving the efficiency of the allocation of capital
in the Canadian economy. With this retention of some, albeit reduced,
recognition of the importance of savings and investment, Canada could
in fact come out with a slightly improved tax competitive edge over the
United States.
SERVICES AND TECHNOLOGY IN FREE TRADE
I note in passing that there are particular aspects of our tax system
that impact on the flow of technology and services between our two
countries. Without going into all of the details, the taxation of income
derived from international flows of technology and certain related serv-
ices tends to be more heavily taxed than does the income from the corre-
sponding flow of goods. This arises in large part because royalties and
other international trans-border payments for services and technology
tend to bear a tax on the gross amount of such payments in the originat-
ing country, which can translate into a relatively heavy burden of total
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tax in the country of the recipient. If free trade between Canada and the
United States is to achieve its maximum potential, it is likely that the
governments will have to take a hard look at how we might facilitate the
flow of technology and information between our two countries.
FREE TRADE
But what about free trade itself? If as and when we do achieve a free
trade arrangement between our two countries, this in itself will put
greater pressure on both our governments to further rationalize the tax
systems in our two countries. This does not mean that there is any neces-
sity for each country to adopt precisely the same sorts of tax rules, or
even to have the same levels of taxation.
In fact, as I mentioned, Canada and the United States are likely to
have quite different tax systems for years to come, with Canada having a
much heavier emphasis on consumption taxes than the United States and
a more favorable treatment of savings. Further, Canadians will continue
to face higher taxes in total than Americans.
But a free trade pact would put much more pressure on each coun-
try to emphasize the competitive issues in its tax policies. Each jurisdic-
tion would find that it had to give a higher priority to the broader aspects
of the influence of tax issues on economic efficiency. It could be argued
that this would reduce the flexibility of each country to deal with its tax
issues as it saw fit: it could also be argued that it would require each
country to pay greater attention to the facts of life in an increasingly
competitive world economy.
I might also remark that, in the short run, Canada could be just the
smallest bit more successful in adapting its tax system to the competitive
issues in a free trade arrangement, simply because Canada is somewhat
more flexible and more internationally oriented in its tax policies.
Of course a free trade arrangement that was really effective in goods
and services, and that allowed full mobility of capital and-perhaps in
the long term-people, would ultimately require each of our govern-
ments to more directly address the issues of competitiveness in a broader
range of areas, including tax policy. Such a situation could, for example,
put pressure on Canada to bring down its personal tax burdens to U.S.
levels. But this type of adjustment is, at the moment, certainly some time
away.
It is also important to see how both Canada and the United States
will fair in the long run against all of the world. While time is far too
short to attempt to analyze that issue, I would just point out that there is
increasing effort that both of our countries have tax systems and other
features which have diminished the international competitiveness of our
industries. In the increasingly globalized economy, both of our countries
may well have to raise competitiveness to a new level of priority in assess-
ing a broad range of government policies including taxation.
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